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Summary of Cost of Capital and Fail Rate of Return 
Based upon an Avewx Capital Structure Estimated for the Year Ended December 31. 2001 

Type of Capital 

Long-Term Debt 

Short-Term Debt 

Total Debt 

Preferred Stock 

Common Equity 

Total 

Before-Income Tax 
Ratios (1) cost Rate Weighted Cost Rate WeQhfed Cost Rate (2) 

45.71 % 8.59 %(I) 3.925 %(I) 3.925 % 

2.96 7.24 (1) 0.214 (1) 0214 

46.67 4.139 4.139 

0.49 5.52 (1) 0.027 (1) 0.040 

50.85 11.85 (3) 6.026 9988 

100.00 56 (4) 10.165 % 14.127 96 

Before-income tax interest coverage of all 
interest charges ( 14.127% / 4.139% 1 3.60 Y 

(1) From Schedule D 1, page 1. 
(2) Based upon a company-provided combined effecfive statutory federal and state income tax rate of 39.67%. 

(3) Based upon informed judgment from the entire study, the principal results of which are summarized on page 2 
of this Schedule. 

(4) Does not add due to rounding. 
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e Consumers Illinois Water Company 
Brief Summa-v of Common Equitv Cost Rate 

Line 
No. 

1. 

2. 

3. 

Principal Methods 

Discounted Cash Flow Model (1) 

Risk Premium Model (2) 

Capital Asset Pricing Model (CAPM) (3) 

Proxy Group of 
Seven Water 
Companies 

9.0 % 

13.0 

12.1 

4 Comparable Earnings Analysis (4) 11.6 11.4 

5. 

e f3 
7. 

Indicated Common Equity Cost 
Rate before Business Risk 
Adjustment 11.6 % 

Business Risk Adjustment 0.2 (5) 

Indicated Common Equity Cost 
Rate before Business Risk 
Adjustment 11.8 % 

Proxy Group of Eight 
Utilities Selected on the 
Basis of Least Relative 

Distance 

10.5 % 

13.0 

11.9 

11.7 

0.2 (5) 

11.9 % 

0. Recommendation 

Notes: (1) From Schedule 9. 
(2) From page 1 of Schedule 15. 
(3) From page 1 of Schedule 16. 
(4) From page 1 of Schedule 17. 
(5) Business risk adjustment based upon the greater relative business risk of Consumers Illinois Water 

Company vis-a-vis both proxy groups as explained in detail in Ms. Ahern’s direct testimony. 



Exhibit No. 7 
Schedule 2 
Page 1 of 12 

Standard & ,PooPs 
CORPORATE 

. RATINGS CRITERIA 

l 



Exhibit No. 7 
Schedule 2 
Page2of 12 

CORPORATE RATINGS CRITERIA 

Dear Reader, 

This volume updates the 1994 edition of 
Cor~~~rote Finance Criteria. There are several 
new chapters, covering our recently introduced 
Bank Loan Ratings, criteria for “notching” junior 
obligations, and the role of cyclic&y in ratings. 
Naturally, the ratio medians have been brought 
up to date. 

Standard & Poor’s criteria publications represent 
our endeavor to convey the thought processes and 
methodologies employed in determining Standard 
& Poor’s ratings. They describe both 
the quantitative and qualitative aspects of the 
analysis. We believe that our rating product has 
the most value if users appreciate all that has 
gone into producing the letter symbols. 

Bear in mind, though, that a rating is, in the end, 
an opinion. The rating experience is as much an 
art as it is a science. 

Solomon B. Samson 
Chairman, Corporate Ratings Criteria Committee 
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e 
Utilities 

The utilities rstlng methodology encompanes hvo bsslc 
components business risk analysis and flnsnclsl analysis. 
Evs.luaUon of Industry chsracierlstlcs. the uUllty’spculUon 
wlthin that industry. Its regulatton. and Its management 
pmvldes the context for meting a ilrm’s ilnsndal condl- 
“on 

Historical enelysis Is a tool for ldenUfylng strengths and 
weaknesses, end provides a starting point for webmUng 
iinendsl condUlon. Buslnw posItIon assessment Is the 
quslltstlve measure of a utlllty’s fundamental credltwor- 
thiness. It focuses on the forces that will shape the utllltles’ 
future. 

The rredlt analysis of uUUUes Is qulddy evolving. a~ 
uUUUes are treated less as regulated monopoUes and mnre 
es entltles faced with a host ofchallengers In a cnmpetltive 
envlmnment Marketplace dynsmlcs are supplanting the 
power of regulation. meking It ciitlcally important to re- 
duce casts snd/cu market new services In order to thwart 
cwnpeutors Inroads. 

Markets and service area economy 
Assessingseticeterrltnrybe&swlththeewnondcsnd 

demographlcevaluatlon”fthearealnwh~chtheuUl~tyhas 
ItsIranchise.S~engthoflong-termdemandfortheprodud 
Is exanxined from a nwroem”otic perspective. This en- 
ables Standard & Poor’s to evaluate the effordablllty of 
rates and the staying power of demand. 

Standard & Poor’s tries to discern any secular consump 
Uon trends and. mnre Importantly. the reesnns for them. 
Specific Items exarnlned Include the s&e and growth rate 
of the market, strength of the franchise. hlstorlcsl and 
projected s&s growth. Income levels and trends In pop”- 
latlon. employment. and per capita Income. A utlllty Wth 

* 

a healthy econamy and custnmer base-es Illustrated by 
diverse employment opportunltles. average nr above-w- 
wage wealth and Income statistics. and low unemploy- 

ment--will have a greeter capecity t” support Its opera- 
“0”s 

For electric and gas utilltles. dlstdbutian by customer 
cl= is sautlntzed to assess the depth and diversity of the 
utlllty’s customer “W For example. heavy Indusirlal con- 
centra”on is viewed cau”wsly. since a utlllty may have 
dgnlncmt erposure to ~ydical ~“iatl~h/. AkernaUvely. a 
large resldentlel component yields a stable and more pre- 
dlctsble revenue stream. The lsrgest utility customers srz 
Identified t” detertine thelrfmportence t” the bottom line 
and assess the risk of their loss and potentral adverse effect 
0” the uuuty’s flnsndal p&ion. Credit ~“WN arise 
when Indlvldual customers represent more than 5% of 
revenues. The cm”pa”y or Industry may play a dgnlncant 
role in the overall economic base of the service area More- 
over. large customers “lay turn to coge”eraUo” or elterna- 
“ve power supplles t” meet their energy needs. pote”UaUy 
leading t” reduced cash flow for the uUBty (even I” cases 
where a large customer pays dlscnunted rates and Is not a 
profitable aanunt for the utlllty). Customer cnncentrau~n 
IS les significant for water and telecommunlcaUo” “till- 
“es. 

Competitive position 
As mmpeUUve pressures have lntenslfled In the uUllUes 

Industry, Standard & Pmr’s analysis has deepened to In- 
clude a we thorough review of CompeUUve pnslUon. 

Electric util$y competition 
For electric utl&ies, competitive factors exsmlned In- 

clude: percentage ofilrmwholesale revenues that are mnst 
vulnerable to compeUU”n: lndusviel load concentration: 
expnsiure OF key customers t” alternatIve supplien: cnm- 
merdd concentrations; rates for vsrlous customer clssses: 
rate design end llexlblllty: productioncosts, both marginal 
and Ilxed: the regional capadtysltuatlon: and transmlsskx, 
constraints. A regional focus Is evident but high cnsts and 
rates rd~u~e t0 n~thal averages me ~SO 0f dgnlnat 
cnncern because of the potential for electricity substitutes 
over the. 

MounUng c”mpeUUon in the electric utlllty Industry 
derives from excess generating capadly. lower bawlers to 
entering the electric generating buslncss. and marginal 
cnsts that are below embedded costs. Stendsrd & Poor’s 
has already witnessed decllnlng prices In wholesale mar- 
kets. as de fscto retell compeUUon Is already being seen In 
several parts of the country. Standard & Pmr’s believes 
that “ver the coming years mnre and nwre custnmers wffl 
want and demand lower prices. InlUel cnncerns fcws on 
the largest lndutial loads. but other Nstomer classes wlil 
be lncreaslngly vulnerable. CompeUUon will not necessar- 

24 
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Uy be driven by legislation. Other preseureswlU erlee from 
global compeUtlon and Improving technologies. whether 
It be the declining cost of Incremental gene&ton or ad- 
vances In transmlsslon capacity or substitute energy 
sources like the fuel cell. It Ls impossible to sey predseiy 
when wldedpen retell competition will occur: this will be 
evolu~onery. However, s~gnlficantly greater cnmpaiuon 
in retail markets Is lnevlteble. 

Gee utility competition 
Slmllerly. gas uUllUes are analyzed with regard to their 

competltlve stendlng In the three major wear of demand: 
resldentlal. commerdal, end Industrial. Although regu- 
lated as holders of monopoly power. natural gas uUllUes 
have for some Ume been actively competing fw energy 
market sherewlthfueloll. electrlclty.coal.solar. wwxl.etc. 
The long-term staying power of market demand for net”- 
ml gas cannot be taken for granted. In fact es the electric 
utliky Industry restructures and reduces costs. electric 
power will become more cost competitive end threaten 
certeln gas markets. In addition. Independent gas market- 
ers have made greeter Inroads behind the dty gate end ere 
competing for large gas users. Moreover, the recent trend 
by state regulators to unbundle utility services Is creating 
opportunities for outsiders to market niche products. Dls- 
trlbutors still have the upper hand. but those who do not 
reduce and control costs, and thus rates. could find com- 

e 
petltlon even more dUTlcult 

Natural g= pIpelInes ere judged to carry a somewhat 
higher business risk then dlstrlbutlon compenies because 
they face competition In every one of their markets. To the 
e~entaplpeUneservesuUliUesversuslndustrlalenduser$ 
Its stablllry is greater. Over the next live years. pipeline 
compeUUon ~111 heat up since many service contraaswlth 
customers are expb-lng. Most distributor or end-use LUS- 
tamers are looking to reduce pipeline cnsts end are work- 
Ing to Improve their load factor to do so. Thus plpellnes 
will likely find It dlll3cult to recontred all capecIty In 
coming years. Being the pIpelIne of choice Is a funnlon of 
attraNve transportation rates. dlverslty and quality of 
servlcesprovlded,andcapacltyav~ablelneachpartlcular 
market. In all cases though. perlodlc dlscountlng of rates 
to retain customers will occur end put pressure on profit- 
ability. 

Water utility competition 
Asthelasttrueutnltymonopoly.waterutlllUesfacevery 

little cnmpeUtlon and there Is currently no challenge to the 
conUnuaUan of francblse areas. The only excepUons have 
been cases where Investor-owned water companies have 
been subjed to condemnation and munldpelizaUon be- 
cause of poor setvice or polItical motivations. In that re- 
gard, Standard &Poor’s pays close attention to costs and 
rates In relation to nelghbodng uUUUes and national aver. 
ages. (Incontrast.~eprlvatlzatlonofpubllcwaterfaclllUes 
has begun. albeit at a slower pace then antldpated. This 1s 

l occurring mostly In the form of operating contracts and 
public/private partnershIps, and not In asset trensfen. 
This trend should continue as cities look for ways to bal- 

M 

ante their tight budgets.) Also. water utUlUes are not fully 
Immune to the forces of competluon; In a few Instances 
wholesale customers can access more than one supplier. 

Telephone competition 
The Telecommunlcatlons Act of 1996 accelerates the con- 

tinuing challenge to the local exchange companies (LECs) 
century-old monopoly In the local loop. CompeUUve ec- 
cess providers (CAPS). both fadlltlesbased and resellers, 
are aggressively pursuing customers. generally tergeung 
metropolitan areas. and promising lower rates and better 
sewice. 

Most long-distance cells are still originated end terrn- 
nated on the local telephone company network. To corn- 
plete such a call. the long-distance provider (Including 
AT&T. MCI. Sprint end a host of smeller Interexchange 
cerrlers or -IXCs”) must pay the local telephone company 
a steep -access- fee to compensate the lcal phone mm- 
peny for the use of Its locel network. CAPS. In contrast. 
build or lease facllltles that directly connect customers to 
their long-distance cerrler. bypassing the local telephone 
company end avoldlng acces fees, and thereby can offer 
lower longdlstence rates. But the LECs are not standing 
stllk they are mmbatlng the loss of business to CAPS by 
lowerlogaccessfees. thereby redudng the economlclncen- 
Uve for e hlgh usage long-distance customer to use a CAP. 
LECs are attempting to make up for the loss of revenues 
from lower eccess fees by Inwaslng basic local set-&e 
rates (or et leest not lowering them). since basic service Is 
far less subject to competition. LECs are lmprovlng oper- 
ating efndency and marketing b&h margin value-added 
newservlces.AddlUonally.In the wake ofthe Telecommu- 
nlcaUons Act LECs will capture at least some of the lnter- 
LATAlong-distance market.AseresultoftheselnlUetlves. 
LECscnnUnue torebuild themselves-from thetradltlonel 
utility monopoly to leaner. more marketing oriented or- 
gatllzauotts. 

While LECs. and Indeed all segments of the telecommu- 
nlcatlons sector. face Incxeaslng competltlon. there are fa- 
vorable Industry factors that tend to offset heightened 
buslne.wiskandaugerforoverallratJngsstebllltyfor most 
LECs. Importantly. telecommunlcatlons Is a dedlnlng-cast 
business. Wlth Increased deployment of fiber optics. the 
cost of transport has fallen dramatIcally and dlgltal swltch- 
lng hardware end sofhvere have yielded more capable, 
trouble-free and cost-efllclent networks. As a result, the 
cost of network melntenance has dropped sharply, es lllus- 
trated by the ratio of employees per IO.&00 access Ilnes. an 
oft dted measurement of effidency. Ratios es low as 25 
employees per IO.WO lines are being seen. down from the 
typical 40 or more employees per 10,000 ratio of only a few 
years ago. 

In addition networks are far more capable. They et-e 
ln~easlngly dIgItally swltched and able to accommodate 
blgh-speed communlcaUons.The Infrastructure needed to 
accommodate swltched broadband services will be buUt 
Into telephone networks over the next few years. These 
advanced networks will enable telephone mmpenles to 
look to agreatervarletyofhigh-margln,value-addedserv- 
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Ices. In addition to thc.%e current services such as call 
welung or caller ID, the deUvery of hundreds of broadcast 
endlnteracUvevldeochannels wlllbeposslble. Whllethese 
services offer the potential of new revenue streams. they 
will simultaneously present a formidable challenge. LBCs 
will be entering the new (to them) arena of multlmedla 
entertelnment end wIU have to develop expwtlse In IMT- 
ketlng and entertainment programming acumen: such 
skills stand In sharp contrast to LECs’ tradltlonal strengths 
In englneerlng end customer service. 

Operations 
Standerd & Poor’s focuses on the nature of operatlons 

from the perspective of cost rellabilky. end quellty of 
service. Here, emphesls is placed on those erees that m- 
qutremenagementattenUonlntermsofUmeormnneyeod 
which, If unresolved. may lead to polltlcal. regulatory. of 
competltlve problems. 

Operations of electric utilities 
For electrlcs. the status of utlllty plant Investment Is 

reviewed with regard to generatlng plant avellabfflty and 
utlUzaUon. and also for compliance with existing end con- 
templated environmental and other regulatory standards. 
The record of plant outages. equivalent av&btUty. load 
factors. heat rates. end capacity factors are examined. Also 
tmportant Is emdency. BS deflned by total megawatt hour 
per employee end customers per employee. Trensmlsslon 
IntermnnecUons are evaluated In terms of the number of 
utllltlesto which the utlllty In questlon ha access, the cost 
structurea and wellable generatlng capadty of these other 
uUUUes. end the price peld for wholesale power. 

Because of mounting comp=eUUon end the substentlal 
escalation In decommlssloning estimates. slgnlflcant 
weight Is given to the operation of nuclear facllitles. Nu- 
cleerplantsare becoming morevulnerable tohlghproduc- 
Uon costs that make their rates unemnomlc. Slgnlflcent 
essetconcentratlon may expose the utlllty to poorperform- 
exe. unscheduled outages or premature shutdowns. end 
large deferrals or regulatory assets that may need to be 
wrltten off for the utlllty to rem& competlrive. Also. 
nuclear facUlUes tend to represent slgniilmnt portlone of 
their operators’ generatlng capeblllty and us&s. The loss 
of a productive nuclear unit from both power supply end 
rate beee can Interrupt the revenue stream end create sub- 
stantial addltlonal costs for rep&sand Improvements end 
replacement power. The ability to keep these stations run- 
ning smoothly end economlcaUy directly 1ntluenc:es the 
ablllty to meet eledrk demand, the stability of revenues 
end costs. end. by extension. the ablllty to malnteln ade- 
quate credlhvwthlnese. Thus, economic operation. safe 
operaUon,andlong-termoperatlonweexamlnedlndepth. 
Speclflcdly. emphesls ls placed on operatlon and melnte- 
name costs. busbar costs. fuel costs. refueling cutages, 
forced outages. plant statlstlcs. NRC eveluetlons. the po- 
tent&l need for rep&. operatlng licenses. decommlsslon- 
Ing estimates and amounts held In external uusts. spent 
fuel storage capadty. and management’s nuclear experl- 

ewe. In essence. favorable nuclear operations offer slgnlfl- 
cant opportunltles but. if a nuclear unit runs poorly or not 
at ell, the attendant risks can be great. 

Operations of gee utifitiw 
For gas plpellne end dlstrlbutlon companies. the degree 

ofplantuUUzaUon. thephyslcalcondltionofthe mainsand 
Uneaadequacyofstorage tomeetseesonelneeds.‘lostand 
unaccounted fox’ gas levels. end per-unit nongee operat- 
ing end const~cUon costs are Important factors. Efflclency 
staUsUcs such es load factor. operatlng costs per customer. 
end operatlng Income per employee are also evaluated In 
comperlson to other uUllUes end the industry ee a whole. 

Operations of water utilities 
As a group, water utUlUee are continually upgrading 

their physical plant to setlefy regolatlons end to develop 
addItIonal supply. Over the next decade, water systems 
will Increasingly face the task of meintalnlng compUence. 
es drlnklng water regulatlone chenge and Infrastructure 
ages Given that the Safe Drtnklng Water Act wee author- 
ized tn 1974. the first generation of treatment plants bulk 
to conform with these rules are almost 20 years old. Addl- 
Uonally. bemuse the focus during this perlod was on sat- 
isfying envIronmental standards. deferred melntenance of 
dlstrlbutlon systems has been common. espedally in older 
urbanareas.Thelncre~lngcostofsupplylngtreatedwater 
argues agelnst the high level of unaccounted for water 
witnessed In the industry. Consequently. Standard & 
Poor’s rmtldpates capital plane for rebuilding distrlbutlon 
Unes end major renewal and replacement efforts elmed et 
ueatment plants. 

Operations of telephone companies 
For tdephone companles. cost-of-service analysis fo- 

cuses 0” plant capability end meaSums of efndency and 
qualltyofsewlce.PlantcapabUltylsescm-talnedbylooklng 
et such parameters as percentage of digitally switched 
Unes; fiber opUc deployment In pertlcular In those por- 
Uons of the plant key to network survival; and the degree 
of broadband capadty Ilber and coalal deployment and 
broadband swltchtng capacity. Efflclency measures In- 
clude operating margins. the ratlo ofemployees per 10.009 
eccea Unes. end the extent of network and operatlons 
consolldatlon. Quality of eewlce encompasses exemlna- 
Uon of quantitative measures. such as trouble reportr end 
repeat selvlce call.5. es weU as en essessment of quelltatlve 
factors. that may Include service quellty goals mandated 
by regulators. 

Regulation 
Regulatory rate-setting actlons are reviewed on a case- 

by-case bale with regard to the potential effect on credlt- 
worthiness. Regulators’ authorizing high rates of return Is 
ofUtUevalueunless thereturnsereearnable.Furthermore, 
allowing high returns based on noncash Items dws not 
benefit bondholders. Also. to be viewed poslUvely. regula- 
tory treatment should allow consistent performance from 
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perlodtoperlod,glventheimportanceofnnancialstablUty competitive if they are to sawn cutxnt levels of bond- 
as a rating consideration. holder protecilon.) 

The utility group meets frequently with commlsslon and 
staff members. both at Standard & Pwr’s of&es and at 
commission headquarters. demonstrating the importance 
Standard&Poor’s places on the regulatory arena for credit 
quality evaluatton. Input from these meetings and from 
review of rate orders and their impact weigh heavily in 
Standard & Poor’s analysis. 

Standard & Poor’s does not -rate- regulatory cam”& 
slons. State commissions typically regulate a number of 
diverse Industries. and regulatory approaches to different 
types of wmpanles often differ within a tingle regulatory 
Jurisdiction. This makes it all but Impossible to develop 
inclusive -raungs- for regulators. 

Standard &Poor’s evaluation of reguiatlon also encorn- 
passes the adti”istraUve. judicial. and legislative proc- 
ewes involved in state and federal regulation. These can 
affect rate-setting activities and other aspects of the bus- 
ness, such as compeUUve entry. envimnmental and safety 
rules. fadllty siting. and securities sales. 

As the utlllty industry faces a” increasingly deregulated 
environment alternatIves t” tradlttonal rate-maklng are 
becorning more critical to the ability of utlllties t” et&- 
Uvely compete. maintain earnings power. and sustain 
creditor protection. Thus, Standard & Poor% focuses on 
whether regulators. both state and federal, will help “r 
hinder uUUUes as they are exposed to greater competition. 
There is much that regulators ran do. from allocating costs 
to more captive c”st”mers ta allowing pridng kletibll- 
Q--and sometimesJust stepping “ut of the way. 

Under traditional rate-making. rates and eamfngs are 
tied to the amount of invested capital and the co& of 
capital. This can snmetlmes reward companies m”re for 
Justifying costs than for containing them. Moreover, most 
current regulatory polldes do not permit utilities t” be 
flexible when responding t” competuive pressures of a 
deregulated market.Lack offlexible tariKs forelectricuUlt- 
Uesmaylwelargecustomerstowheelcheaperpawerfrom 
other sources. 

In general. a regulatory Jurlsdlction Is viewed favorably 
ifit permits earning a return based on the ability to sustain 
rates at mmpetitlve levels. In additlon t” performance- 
based rewards or penaltIes. flexible plans could Include 
market-based rates. price caps. Index-based prhx. and 
ratespremisedo” thevalueofcustomerservice. Such rates 
m”re closely tirror the competitive environment that utlli- 
ues are c”“fronu”g. 

Electric industry regulation 
The ability to enter into long-term arrangements at ne- 

gotlated rates without having to seek regulatory approval Management 

Natural gas industry regulation 
Inthegasindusiry. too,severalaatecommlssionp”~des 

weigh heavily in the evaluation of regulatory support 
Examples Indude stabilization mechanisms to adjustreve- 
““es for changes in weather or the economy. rate and 
service unbundling declstons. revenue and cast allocation 
between sales and transportation arstomers. fletible In- 
dustrlal rates, and the general supportlveness of construc- 
tion costs and gas purchases. 

Water industry regulation 
In all water utility activities. federal and state envlron- 

mental regulations wntlnue to play a aitical role. The 
legislative Umetable t” effect the 1986 amendments to the 
Safe Drinking Water Act of 1974 was quite aggressive. But 
environmental standards-setting has actually slowed “ver 
the past couple dyearsdue largely to increasing senUme”t 
that the stringent. costly standards have not been Justified 
on the basis “f public health. A moratorium on the prom- 
ulgation of slgnltlcant new environmental rules is antid- 
pated. 

Telecommunications indusCry regulation 
Des@ the advances in telec”nmumicatians deregula- 

tion. analysis of regulauon of telephone operators will 
cantlnue to be a key rating determinant for the foreseeable 
future. The method of regulation may be either classic 
rate-based rate of return M rome form of price cap mocha- 
nism The most important factor is to - whether the 
regulatory framework-no matter which type-provides 
stdiident financial Incentive t” encourage the rated com- 
pany to nulntaln its quallty of service and t” upgrade its 
planttoaccommodatenewsenrlceswhUefadnginaeasing 
competltlon from wirelessaoperators and cable televlsio” 
companies. 

Where regulators do sUU set tariffs based on a” author- 
ized return. Standard & Poor’s strives to explore with 
regulators their view of the rate-of-return componentsthat 
canmateFiallyimpactreportedversusregulatoryeamin~. 
Specifically these include the allowable base upon which 
the authorized return can be earned, allowable expenses. 
and the authorized return. Since regulatory oversight runs 
the gamut from strict. adversarial relationships with the 
regulated operating companies to highly suppmtive pas- 
tures. Standard & Poor’sprobesbeyond the apparent regu- 
latory environment to ascertain the actual im”act of 
regulation on the rated mmpany. 

for each contract is r&o important In the electric industry. Evaluating the management of a utility is of paramount 
(While contracting at reduced rates constraIns llnancial importance to the analytical pmcess since management’s 
performance. it lessens the potential adverse impact In the abilities and dedsions affect all areas of a company’s op- 
event of retall wheeling. Since revenue lasses assodated erations While regulation, the economy. and other cutside 
with this strategy are not Hkely to be recovered from rate- factors can influence results. it is ultimately the qualfty of 
payers. utilities must control costs well enough to remain management that detertines the success of a company. 
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With emerging compeUUon. utility management will be 
more closely sautlolzed by Standard & Poor’s and wIU 
become an Increasingly critical component of the uedlt 
evaluaUon.Managementstrategiescanbethe keydeterml- 
nant in dUTerenUaUng utilltles and in establishing where 
companies lie on the business positIon spectrum. It Is 
imperative that managements be adaptable. aggress&e. 
and pmadive if their ~UliUes are to be viable in the future; 
tbls is espeddly important for uUUUes that are currently 
uncompettdve. 

Theawessmentofmanagementlsaccomplishedthrough 
meetings. mnversatkms. end reviews of company plans. It 
is based on such facton as tenure. industry experience, 
graspofindustrylssues. knowledgeofcustomersandtheir 
needs, knowledge of competitors. accounung and nnenc- 
Lng practices. and commitment to credit quality. Manege- 
merit’s ablllty and willingness to develop workable 
strategies to address their systems’ needs, to deal ~4th the 
competitive pressures of free market, to execute reasonable 
end etTecUve long-term plans. and to be proactive in lead- 
ing their utilities into the future are assessed. Management 
quality is also indicated by thoughtful balandng of pubUc 
and private priorlttes. a record of nedlblllty. and effective 
communl~tionwlththepublic.regulatorybodies.and the 
finandal community. Boards of directors will receive ever 
more attention with respect to their role in setting appro- 
prlate management IncenUves. 

Wltb competltlon the watchword, Standard & Poor’s 
also focuses on management’s efbt.9 to enhance RnanclaI 
condiUon.Managementcan bolsterbondholderprotedlon 
by taking any number of disueUonary actlone.. such es 
selUng common equity, lowering the common dividend 
payout. and paying down debt. Also Important for the 
electric industry will be creativity in entering into strategic 
alliances end working pertnershlps that improve em- 
ciency. such as central dispatching for a number of utlilties 
or locking up at-risk customers thrwgh long-term con- 
tracts or expanded flexible pricing agreements. Proactive 
management teams will also seek alternatIves to t&l- 
Uonal rate-base, rateof-return rate-making. move to adopt 
Ngher depredetion rates for generating fadUUes. segment 
customers by individual market preferences, and attempt 
to create superior service orgenizations. 

In general. manegement’sability torespond to mounting 
competltlon and changes in the utility Industry in a swift 
and appropriate manner will be necessary to meintaln 
credit health. 

Fuel, power, and water supply 
Assessment of present and prospective fuel end power 

supply is critical to every electric utility analysis, while 
gauging the long-term natural gas supply position for ga9 
pipeline and distribution companies and the water re- 
sources of awater utlllty is equally important. There is no 
similar analytical category for telephone utJIiUes 

Electric ulililiea 
For elect& utilities emphasis is placed on generating 

reserve margins. fuel mix. fuel contract terms, demand- 
side management techniques, and purchased power ar- 
rangements. The adequacy of generating margins is 
examined natianelly. reglonally. and for each individual 
company. However. the reserve margin picture is mud- 
died by the impredse nature of peak-load growth forecast- 
ing. and also supply uncertdnty relating to such things a~ 
Canadian capacity availabill~ and potential plant shut- 
downs due to age. new NRC roles. add rain remedies, fuel 
shortages, problems associated with nontrruiitional tech- 
nologies. end so forth. Even apparently ample reserves 
may not be what they seem. Moreover, the quality of 
capadty is Just as Important as the size of reserves. Com- 
penies’ reserve requirements dtNer. depending upon indi- 
vidual operating characteristics. 

Fuel diversity provides UexibUity In a changingenviron- 
ment Supply disruptions end price hikes can raise rates 
end ignite polltic. end regulatory pressures that ulU- 
metely lead to erosion in tlnandal performance. Thus. the 
ability to alter generating sources and take advantage of 
lower cost fuels Is viewed favwably. 

Dependence on any single fuel means exposure to that 
fuel’s problems: electric utilltles that rely on oil or gee face 
the potential for shortages and rapid price intreeses: uUl- 
Ues that own nudeer generating faciliUes face escalating 
costs for decammissloning; and coal-fired capadty entails 
environmental problems stemming from concerns over 
acid rein and the ‘greenhouse effect.’ 

Buying power from neighboring uUlitie.s. quallfylng fa- 
ciUtypmJec~.orindependent power producersmaybetbe 
best choice for a utility that faces increasing electddty 
demand. There has been a growing reliance on purchased 
power arrangements as an alternatIve to new plant con- 
strucUon. This can be an important advantage. since the 
purchasing utiUty avoids potential construction cost over- 
N~aSweUasdsklngsubstanUalcepital.Also,utlliUescan 
avoid the financial risks typical of a multlyear construction 
program that are caused by regulatory lag and prudence 
reviews. Furthermore. purchased power may enhance 
supply flexibility, fuel resource diversity, end mtimiz 
load factors. UUUties that plan to meet demand proJecUons 
with a portfoUo of supply-side options also may be better 
able to adapt to future growth uncertaintIes. Notwlth- 
standing the benefits of purchasing. such a strategy has 
risks assodated ~4th it. By enterlng Into a firm long-term 
purchased paver contract that contains a Rxed-cost com- 
ponent, utilities can incur substantral market. operating. 
regulatory. and tlnanclal risks. Moreover, regulatory treat- 
ment of purchased power removes any upside potential 
that might help offset the risks. Utilltles are not compen- 
sated thmugh incentive rate-“eking: rather. purchased 
power Is recovered dollar-for-dollar as an operating ex- 
pense. 

To analyze the finandal impact of purchased power. 
Standard & Poor’s first calculates the net present value of 
futureannual capadty payments (discounted at 10%). This 
represents a potenti debt equivalent-tie off-balance- 
sheet obligation that a utility Incurs when it enters into a 
long-term purchased power contract. However. Standard 
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a. Poor’s adds to the utility’s balance sheet only a portion 
0‘ this amount. recognizing that such a convaciual ar- 
rangement Is not entirely the equivalent of debt. What 
percentage Is added is a function of Standard & Poor’s 
quafitauve analysis of the spedflc contract and the extent 
to which market operating, and regulatory rtsks are borne 
by the utility (the risk factor). For uncondltionaL take-or- 
pay contracts, the risk factor range is from 40%~SD%. with 
the average hovering around 60%. A lower risk factor is 
typlcally asdgned for system purchases from coal-fired 
utilities and a higher risk factor is usually designated for 
unit-specitlc nuclear purchases. The range for take-and- 
pay performance obllgauons is between 10%.50% 

For gas distribution utilities, long-term supply adequacy 
obviously Is crttical. but the supply role has become even 
more important in credit analysis since the Federal Energy 
Regulatory Commission’s Order 636 eliminated tbe tnter- 
state pipeline merchant business. This thrust gas supply 
respo,,s,biliues squarely on local gas distributors Stand- 
ard & Poor’s has always believed distributor management 
has the expertise and wherewithal to perform theJob well. 
but the risks are significant since gas costi are such a large 
percentage of total utility costs. In that regard. it is impw- 
tmtforuttliuestogetpreappmvalsofsupplyplansbystate 
regdatws or at least keep the staff and commlssioners well 
hforrmd. To minimize risks, a well-run program would 
diversify gas sources among different producers oc mar- 
keters, different gas basins In the U.S. and Canada. and 
different pipeline routes Also. purchase contracts should 
be Rrm. with minimal take-or-pay pmvisions. and have 
p&es tied to an industry Index. A modest percentage of 
fixed-price gas is not unreasonable. Contracts. whether of 
gas purchases or plpellne capacity. should be Intermediate 
term Staggering contract expirations @referably annu- 
ally) providesanoppa’tunitytobeanacuvemarketplayer. 
A modest degree of reliance on spot purchases provides 
flexibt”ty. as does the use of market-based storage. Gas 
storage and on-property gas resources such as liquefied 
natural gas or propane air are effective peak-day and peak- 
semn supply management tools. 

Since pipeline mmpmies M longer buy and sell natural 
gas and are just common carriers. connections with varied 
reserve basins and many wells within those basim are of 
greatimportance. Diversity ofsources helpsoffsettherlsks 
arisIng from the natural productton declines eventualiy 
experienced by all reserve b&m and lndlvtdual wells. 
Moreover, such diversity can enhance a pipellne’s attrac- 
“venes as a transporter of natural gas to dtstributors and 
endusersseekingto buythemosteconomlcalgasavallable 
for their needs. 

Having adequate treated water storage facilities has be- 
come important in recent years and has helped many 
systems meet demands during peak summer periods Of 
interest is whether the resources are owned by the utility 
or purchased from other utilities or local autboriues. Chvn- 
ing properties with water rights provides more supply 
securlty.ThlsisespeflallysoinstatesRkeCallfornlawhere 
water allocations are being reduced. particularly since re- 
cent droughts and environmental issues have created 
alarm. Since the primary cost for water compantes is treat- 
ment.itmakeslltUedlfferencewhetherrawwaterisowned 
or bought In fact, compliance with federal and state water 
regulattons Is very high. and the overall cosf to deliver 
treated water to consumers remains relattvely affordable. 

Asset concentration in the electric 
utility industry 

In the electric industry. Standard & Poor’s follows the 
operauonsof~orgeneraUngfadIuestoarsessiftheyare 
well managed or troubled. Slgniflcant dependence on one 
generating facility or a large financial investment in a 
single asset sut+yts Ngh risk. The size or magnttude of a 
particular asset relative to total generation. net plant in 
service. and common equity is evaluated. Where substan- 
tial asset wncentratton exists. the financial profile of a 
company may experience wide swings depending on the 
asset’s perfomwnce. Heavy asset mncentratton is most 
prevalent among utiliues with costly nuclear units 

Earnings protection 
In this category. pretax cash income mverage of all inter- 

est charges is the prtmary ratio. For this calculation. allow- 
ance for funds used during construction (AFUDC) is 
removed from tncome and interest expense. AFUDC and 
othersuch noncashitemsdonot provideany protectionfor 
bondholders To identllj total interest expense. the analyst 
redassttles cenatn operating expenses. The interest com- 
ponent of various off-balance-sheet obligations, such as 
leases and some purchased-power contracts. Isincluded in 
interest expense. Tbls provides the most direct indication 
of a utility’s ability to sewice its debt burden 

While considerable emphasis in assessing credit protec- 
Uon is placed on coverage ratios. this measwe does not 
provide theentireearnings proteNonpicture.Alsoimpor- 
tant are a company’s earned returns on both equtty and 
capital, measures that highlight a firm’s earnings perform- 
ance. Consideration is given to the interactton of embed- 
ded costs. financial leverage. and pretax return on capital. 

Capital structure 
Water utilities Analyzing debt leverage goes beyond the balance sheet 

Nearlyallwater~ystemsthroughouttheU.S.haveample and coversquasi-debt items and elementsof hiddenflnan- 
long-term water supplies Yet to gain comfort. Standard & dal leverage. Noncapitalized leases (including sale/lease- 
Pmr’s assesses the production capability of treatment back obligations). debt guarantees. receivables tlnandng. 
plants and the ability to pump water from underground and purchased-power contracts are all considered debt 
aquifersin relation to the usage demands from co~umers equivalentr and are reflected as debt in calculating capital 
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Formulas for key ratios 
Preta interest cvvera~ - Pretax inmm imm mnhhg oprahns + interest epnse 

Grosr inbnst 

Pretax tied charge coverage induding rents - Pretai inwine from continuing opre.tions + interest expnse + gross rents 
Gross inbrest + grow renlS 

Pretax funds flow interest coverage - Pretax funds llow + interest expense 
G,OosS interest 

Funds fmm operations as e 96 of total debt I Funds horn operations 
Total &bt 

x ,oo 

Free operating cash fbw as a % of total debt - Free operating cash flow 
Total debt 

x ,oo 

Pretax rehlm on permanent capital - Pretax irwme from continuing operations + inbred expensa 
Sum d (1) avsrage of beginning of year and end of year current 

x ,M) 

matuiiti, long-term debt, noywrren! deferred taxes. and equity and 
p’2;gs short-term borrowmgs during year as &s&wed in 

Oprating inonna as a % of sales - Operating inwms 
s&s 

Xl00 

Lcng-brm debt as a % of capitalion - Longten debt 

l Lcllgbnn + equity 
x too 

Total debt 88 a % of capitaliiation - Total d&t 
Total debt t equily 

Xl00 

Tot4 debt + B times rents as a % of adjusted capitdilabn I Total debt + 8 times gross rentals paid 
Total debt + 8 times gross renbls paid + equity 

XIW 

Sharehdders’equity (indudng pnferred sbck) plus minority lnbresl 

Funds from operabans minus CBpital eRpen&ures. minus (plus) he increaOB (decrease) in working 
capital (exduding chacgw in cash. merkotable seariles, and short-term debt). 

Net income from continuing operaUons plus depreciation. amortization. Marred incame taxes end other 
nomash items. 

Gross interest incurred before subtracting (1) capitaliied interest (2) interest inmme. 

Gross operating rents paid befom sublease inccmo. 

intmest incurred minus ca&fiid interest. plus amotition of capitalized interest 

As repotted on the balance she?4 indudicg capitafized issso obligations. 

Funds irom operations lass preferred and camman &Mends. 

Sales minus mst of gxds manufactured (before deprwiabon and amortiisOn). selling, general and 
adm!nistmWe. and research and dowlopment costs. 

Pretax income from mntinuing qmratior~ plus depredation, amotitbn, and otiwr noncash items. 

Long-term debt plus carrent matudttas, mmmercial paper, and othsr shortterm borrowings. 
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Utility Financial Targets Are Revised 

s tandard & Poois has revised the four principal finan- 
cial targets that it uses to analyze the credit quality of 

all invEstor-owned electric. natural gas. and waterutili- 
ties in the U.S. /see tab/e on page 31 

Standard 8 Poor’s has created a single set of financial 
tar@ tbt can be applied acrws the different utility 
segments. There financiaf measures reflect the 
cwwgence that is occurring thmughout tk utility 
industry and the changing risk: pmfile of tie industry in 
general. 

NoDtingchangeswill~ulthomertablishing~eseo~v 
financial targets siwe ~v.we &loped by ixegrathg 
prim tili financial bendunarks and histwical industrial 
medians The new financial targeq like tte pcwious 
benchmarks. pertain to risk-adjustedmtiosthat distfnguish 
tetwa lower-risk and highenisk zdvities. The tagas 
havebeenbmadenedtomnespondwimStadard&Poda 
l&pointbusineupofik assesmm~Th8businessSpofile 
smw assea the qualitadve attrW~~ of a firm. with ‘1’ 
being mnsidered lowest risk and ‘10’ highest risk Thus. 
he new laigets alfew for cnmpatil~ m a single Scale 
between tvpicalh, lw.wisk activities. such as vmtw 
cwations. ws distribution. and electric transmission. and 
higher-risk activities. such as mwcham power gwxation. 
oil and ws apfwatitm and pmdtion. and energy trading 
and marketing. For ergmplq. a water UtiMy, which can 
expect to have a lower business <isk pmfile than a wiczi 
intqlrated elecbic utilii. till be required lo meet less 
stdrgmt financial tagegets for zwf gi\ren mtfng category. 

Funds fmm operations to total debt funds fmm 
operations interest coverage. pretax interest coverage. 
and total debt to total capital are the four 
credit-pmtection ratios that are an imegral part of 

Standard & Poor’s quantitative review on the overall 
credii anafysis of the utility sector. Standard & Pmfs 
recognixs that the nature of utilities’ business 
strategies is changing significantly and is shifting 
toward higher-risk endeavors. These undertakings bear 
risk characteristics that are mwe representative of an 
industrial company than a regulated utility. Therefore. 
Stmdard A Pwia also incorporates a greater reliance 
M swd addffimal mtius in ib credit anal+ These 
inch&. but am rot limited tn. pretax mtum cm permanent 
capital. funds fmm opemtims to current obligation. 
eamirgs before imerest and tax53 lo total anets. net cash 
flow m capital ewenditwes. and capital e&burer m 
awage totid capital. Mdiic4wllq. fumer ana@is cd the 
cash flow uwerage of all obligations lkmcludir~ pefened 
stcd is wfmmed. AfWw$ ttese measures da wt haw 
published targets. bmxler use of tfw francif ratios, 
mmbined with UIB four pdncipal targets. provides gmattv 
depth to tie fundamental analysis used in the rating 
evaluation press 

New YOti(1)21Z-43B7&? 
khn W. Wkiiock 

New Yorkfl~ZfZ43576-76’ 
Scott A. Beicka 

New YcJrkf1/21243#7663 
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Standard&Pm's Utiliicr S Penpenives Page 3 June21.1999 



8.4 % 

5 YEAR AVERAGE 

67.4 % 91.7 % 



Notes: 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 
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Consumers Illinois Water Company 
Capitalization and Financial Statistics 

19941998. Inclusive 

All capitalization and financial statistics are based upon financial statements as originally 
reported in each year. 

Computed by relating actual long-term debt interest or preferred stock dividends booked to 
average of beginning and ending long-term debt or preferred stock reported to be outstanding. 

Coverages - excluding all AFUDC represent the number of times available earnings, excluding 
all AFUDC, cover fixed charges. 

Net cash flow I capital spending is the percentage of gross construction expenditures, excluding 
all AFUDC, provided by funds from operations (sum of net income, depreciation, amortization, 
net deferred income tax and investment tax credits, less total AFUDC), after payment of all cash 
dividends. 

t 
” 

Funds from operations (sum of net income, depreciation, amortization, net deferred income tax 
and investment tax credits, less total AFUDC) as a percentage of total debt. 

Funds from operations (as defined in Note 5) plus interest charges divided by interest charges. 

Source of information: Consumers Illinois Water Company audited financial statements 







PROXY GROUP OF EIGHT “T,L,T,ES SELECTED ON THE SASlS OF LEAST RELATWE DISTANCE 
CAPlTAUZATlON AND FlNANClAL STATISTICS (1, 

1994 - ,998. INCLUSIVE 

6.7 % 
33.9 
73.2 
15.2 
3.2 x 

5.7 % 
7.1 

7.2 % 
36.4 
55.3 
15.9 
3.1 x 

2.54 x 
1.06 
1.8, 

2.46 x 
1.9, 
i 39 

6.1 % 
35.9 
74.8 
16.4 
3.2 Y 
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Notes: 

Proxv Group of Eiaht Utilities Selected on the Basis of Least Relative Distance 
Capitalization and Financial Statistics 

1994-l 998, Inclusive 

(1) All capitalization and financial statistics for the group are the arithmetic average of the achieved 
results for each individual company in the group, and are based upon financial statements as 
originally reported in each year. 

(2) Computed by relating actual long-term debt interest or preferred stock dividends booked to 
average of beginning and ending long-term debt or preferred stock reported to be outstanding. 

(3) Coverages -excluding all AFUDC represent the number of times available earnings, excluding all 
AFUDC, cover fixed charges. 

(4) Net cash flow / capital spending is the percentage of gross construction expenditures, excluding 
all AFUDC, provided by funds from operations (sum of net income, depreciation, amortization, net 
deferred income tax and investment tax credits, less total AFUDC), after payment of all cash 
dividends. 

(5) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax 
and investment tax credits, less total AFUDC) as a percentage of total debt. 

(6) Funds from operations (as defined in Note 5) plus interest charges divided by interest charges 

Selection Criteria: 

The basis of selection was to include those electric, gas, combination electric and gas, 
and water utilities: 1) which are included in Standard & Poor’s Compustat Services, Inc., PC Plus 
Database; 2) which have actively traded common stock; 3) which are most similar in risk to 
Consumers Illinois Water Company based upon an analysis of the least relative distance of eight 
financial and operating ratios as explained in detail in Ms. Ahern’s direct testimony; 4) which have 
projected growth rates published in either Value Line investment Survey (Standard Edition) or by 
l/B/E/S; and 5) which have not cut or omitted their common dividends in the five years ending 
1999 or through the time of the preparation of Ms. Ahern’s direct testimony, nor are expected by 
Value Line Investment Survey (Standard Edition) to cut their dividends during the next five years 

Source of Information: Standard & Poor’s Compustat Services, Inc., PC Plus Database 
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Basis for the Selection of the Proxy Group of 
Eiqht Utilities Selected on the Basis of Least Relative Distance 

Notes: 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

(9) 

Pre-tax interest coverage represents the number of times available earnings, before income 
taxes, excluding all allowance for funds used during construction (AFUDC) cover total interest 
charges, average for the years 1996, 1997 and 1998. 

Common equity ratio is the ratio of total common equity to permanent capitalization (the sum of 
total long-term debt, current maturities, total preferred stock and total common equity), average 
for the years 1996, 1997 and 1998. 

Fixed asset turnover is the ratio of total operating revenues to gross utility plant, average for the 
years 1996, 1997 and 1998. 

AFUDC to net income is the ratio of total AFUDC to income available for common equity, average 
for the years 1996, 1997 and 1998. 

Cash flow as a percent of permanent capitalization is the ratio of funds from operations (sum of 
net income, depreciation, amortization, net deferred income tax and investment tax credits, less 
total AFUDC) to permanent capitalization (the sum of total long-term debt, current maturities, total 
preferred stock and total common equity), average for the years 1996, 1997 and 1998. 

Net cash flow to capital expenditures is the ratio of gross construction expenditures, excluding all 
AFUDC, provided by funds from operation (as defined in Note 5) afler payment of all cash 
dividends, average for the years 1996, 1997 and 1998. 

Funds flow interest coverage is the ratio of funds from operations (as defined in Note 5) plus total 
interest charges to total interest charges, average for the years 1996, 1997 and 1998. 

Operating earnings stability is an index of the variation in quarterly before-income tax operating 
income for the years 1996, 1997 and 1998. It is calculated by dividing the standard error of the 
estimate of a regression about a trend line by the mean. It is analogous to the coefficient of 
variation. 

Sum of distance is calculated as the squared distances between the eight operating /financial 
ratios of each firm and Consumers Illinois Water Company, summing the squared distances, and 
then calculating the square root of the summation. 

Source of Information: Standard & Poor’s Compustat Services, Inc., PC Plus Database 
Consumers Illinois Water Company audited financial statements 
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l , TABLE 308 - AGENCY AUTHORITY OVER RATE OF RETURN - WATER WllLlTIES 
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** par definitions of terms, please consult the Glossary of Terms at the back of this book. ICB=Case-by-Case Basis 

NARUC Compilation of Utility Regulatory Policy 1995-1996 
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FOOTNOTES - TABLE 308 
AGENCY AUTHORITY OVER RATE OF RETURN l 

l/ 

21 
31 
41 

51 
61 
71 
81 
91 
101 

111 
121 

a 

l 

Non-utility investment dollars are always excluded from rate base. Where non-utility investment is comparatively small, 
capital ratios arc not adjusted. when non-utility investment is large. we usually remove non-utility investment fmm equity. 
Commission favors no single method, but rather that which produces the most reasonable results. 
It may use any method it desires especially in the case of a, small company. 
DCF is preferred, but Department approves other methods which check DCF result; risk spread analysis preferred by a 
slight margin. Financial condition of utility also given serious consideration. 
DCF is preferred: other methods are considered. 
No single method, however. discounted cash flow is frequently used. 
DCF has been the preferred method, but its results should be checked with other methods. 
Never an issue before this agency. 
Agency favors DCF, but any method presented is considered. 
Most jurisdictional water operations are so small an operation ratio or cash flow bais is used rather than a ROR 
determination. 
Commission did not respond to request for update information: this data may not be current. 
DCF has been the preferred method, but its results are generally checked with other methods such as risk premium and 
CAPM. 

NARUC Compilation OF Utility Regulatory Policy 19951996 


